L Introduction
The existing social security program provides retirement income security for the vast majority of American workers and their families. Social Security functions as a large-scale defined benefit system that is administered by the federal government and financed on a pay-as-you-go basis. The government collects contributions in the form of a flat-rate payroll tax on the wages of current workers and pays benefits to retired or disabled workers and eligible family members based on a statutory formula reflecting each worker's lifetime earnings history.' Although the system currently generates a modest annual surplus, the long-term outlook is less encouraging. Official projections indicate that around 2037, while baby boomers are still drawing retirement benefits, the system will no longer be able to pay promised benefits in full. 2 Restoring fiscal balance to the Social Security system clearly will require reform of some sort, but both the direction and the scope of reform are highly controversial.
Proposals for privatizing at least part of the Social Security system play an increasingly prominent role in the debate over reform? Broadly speaking, privatization refers to a shift toward a defined contribution system in which each worker sets aside funds in a personal retirement account over the course of his or her working life and controls the investment of funds in the account. 4 Thus, in a privatized system, the level of retirement benefits for each participant depends on the accumulated balance in his or her account at the time of retirement. Proponents point out that privatization would give individual participants an enhanced sense of ownership and control over their retirement savings, as well as opportunities to achieve higher investment returns from access to private capital markets. 5 Furthermore, proponents contend that higher investment returns could ease the transition from the existing pay-asyou-go system to an advance-funded system of personal accounts and could eventually produce long-term economic gains."
While most privatization proposals link personal accounts with advance funding and investment diversification, these features are analytically distinct. It is possible, at least in theory, to achieve higher investment returns through advance funding and diversified investment in a centralized, governmert-administered system without introducing personal accounts Once projected investment returns are adjusted for market risk and the transition costs of advance funding are taken into account, 9 however, projected increases inthe aggregate rate of return may turn out to be much less dramatic than they initially appear. 10 Moreover, privatization proposals involve serious tradeoffs and conflicts both within and across generations of workers, which ultimately must be resolved through the political process. privatized system with personal accounts could be funded by payroll tax of around two percent, based on assumption that accounts would receive estimated nine percent pretax rate of return after rebate of corporate tax); cf Randall P. Mariger, Social SecurityPrivatization: WhatAre the Issues?, 52 NAT'L TAX J. 783,783 (1999) (arguing that "free lunch arguments for privatization are false").
7. See John Geanakoplos et al., WouldaPrivatizedSocialSecuritySystemReallyPay a HigherRate ofReturn?, in FRAMING THE SOCIAL SECURlY DEBATE, supra note 2, at 1338-41.
8. In thcory, higher returns also could be achieved through partial advance funding ofthe existing defined benefit system, coupled -with centralized investment of a portion of social security trust funds in private capital markets. See ADVISORY COUNCIL REPORT, supra note 3, at 25-27 (proposing incremental changes in existing system, including investment of trust funds in stock market, under "maintain benefits" (MB) plan); infra notes 94 & 100-02 and accompanying text (discussing centralized, government-administered trust fund). The economic benefit of such a stock-for-debt swap would be most significant for constrained individuals who currently do not participate in diversified capital markets. See Geanakoplos ct al., supra note 7, at 138, 152-54; cf Feldstein & Samwick, supra note 6, at 217 (noting that "while the funds could in principle be collected and invested by the government, we believe that there are many reasons for preferring a decentralized system"). See 9. In effect, implementing advance funding would require that current workers pay twice -once to pay benefits already promised to current retirees under the existing system and once to finance their own personal accounts. By one recent estimate, the transition cost amounts to an unfunded liability of around $9 trillion, representing the difference between benefits already paid out or promised under the existing system and contributions paid into the system to date. See Stephen C. Goss The purpose of this Article is not to argue the case for or against privatization or to evaluate the merits of specific reform proposals. 2 Instead, we consider administrative issues that bear on the structure and implementation of any universal, mandatory system of personal accounts. In general, the central issues in designing personal accounts involve tradeoffs between relatively standardized, low-cost options with constrained individual choice and limited risk on the one hand and more flexible, higher-cost options with enhanced opportunities for individual control and greater risk on the other hand. 3 Moreover, the range of available investment and payout options may have a direct impact on the nature and degree of government involvement. To a large extent, the structure of a system of personal accounts depends on decisions concerning acceptable levels of cost, risk, and control for individual participants. 4 Although administrative issues only recently have begun to attract widespread attention, they are crucial in evaluating the practical feasibility of a system of personal accounts.
I. Administrative Issues
Establishing and administering personal accounts for all workers covered by Social Security presents formidable challenges that no existing system is fully equipped to meet.'" Any system of personal accounts must perform the following three basic functions: collecting contributions and maintaining replacing all or part of existing defined benefit system with defined contribution system may increase national savings, capital stock, and wages over lengthy time horizon, while reducing workers' or retirees' consumption in short run); Karen C. Burke & Grayson M.P. McCouch, Perspectives on Social Security Reform, 4 FLA. TAX REV. 417 (1999) (discussing proposals for Social Security reform).
12. Accordingly, we do not discuss the role of a privatized component as a "carve-out" from or an "add-on" to the existing social security system, nor do we discuss alternative sources of financing for a system of personal accounts (i.e., from increased taxes, additional government debt, or revenue diverted from other uses records, investing accumulated funds, and determining and paying benefits. In the existing social security system, all ofthese functions are centralized in the hands of the federal government. In a system with personal accounts, by contrast, it would be possible to shift some of these functions from the government to individual participants orto financial intermediaries. Choices among different methods of implementing personal accounts may have far-reaching consequences for the long-term financial and political viability ofa privatized system.
A. Collection and Recordkeeping
The existing social security system provides a useful starting point for a centralized, government-administered system of collecting contributions and crediting them to personal accounts for individual participants. Under existing law, an employer withholds payroll taxes from each employee's wages and deposits those taxes (together with the employer's share) with the Internal Revenue Service. 6 The Internal Revenue Service monitors the total amount of payroll taxes collected but does not earmark amounts for individual employees." Similarly, althoughthe Social SecurityAdministrationmaintains records of each individual employee's reported earnings, it does not match those earnings with payroll taxes actually collected from the employer." 8 Thus, the government cannot identify payroll tax receipts attributable to a particular employee until the employer submits its annual W-2 wage statements for each employee.
19
Riding piggyback on the payroll and income tax system would avoid wasteful duplication of existing collection and recordkeeping mechanisms. Nevertheless, some modifications would be necessary to ensure timely crediting of contributions to personal accounts." 0 To mitigate the impact ofthe time lag between collection and posting to personal accounts, payroll taxes received from employers could temporarily be pooled in a relatively safe investment vehicle, such as a money market fund. 21 Upon identifying the amount of payroll tax collections attributable to each individual employee, the govern-16. See id. at 30 (noting that 6.5 million employers report to Social Security Administration annually).
17. See Janice M. Gregory ment could credit the appropriate amount, together with a ratable share of investment earnings, by electronic transfer to the personal account designated on the employee's income tax return.
Of course, the function of collecting contributions and crediting them to personal accounts need not be centralized in the hands of the federal government. In theory, employers could perform this fiction in much the same way as under an existing 401(k) plan.' An employer-based approach, however, would represent a substantial new administrative burden, especially for smalland medium-size employers who presently do not offer 401(k) plans. 24 There is no reason to assume that employers would operate more reliably or efficiently than the government in crediting contributions to personal accounts, nor is it clear that they would be able or willingto assume this responsibility. 25 An even more decentralized approach, modeled on existing individual retirement accounts (IRAs), would rely on individual employees to deposit funds directly into their personal accounts and to report contributions annually on their federal income tax returns. 26 An employee-based approach, however, would involve high administrative costs and would raise potentially serious compliance problems.21 Accordingly, there appears to be an emerging consen- A system of personal accounts would channel an unprecedented surge of funds into capital markets, and the responsibility for managing these funds would almost certainly fall into the hands of brokers or other financial intermediaries. While the aggregate volume of funds and the number of personal accounts would be very large,21 most accounts would be relatively small. In 1997, around two-thirds of all workers earned less than $30,000. Assuming annual contributions equal two percent of earnings, the amount credited to these workers' personal accounts for 1997 would have been $600 or less. In defining the range of investment options available to individual participants, it is important to keep in mind the goal of providing retirement security for all participants.
Investment Options
A fundamental issue is how much choice participants should have in directing the investment of funds in their personal accounts. A system of personal accounts could offer participants virtually unlimited freedom to choose investment strategies ranging from relatively safe, low-risk portfolios (e.g., money market funds) to those that are high-risk and aggressive (e.g., venture capital or global equity funds). Participants would be able to tailor investment strategies to suit their own preferences for risk and return and might also enjoy an enhanced sense of autonomy and control in planning for retirement. At the same time, a system with a broad range of investment options would be relatively costly to administer and might leave many participants with Administrative costs can significantly erode the value of an account over time. For example, an annual fee equal to one percent of asset value could reduce the accumulated balance in an account by over twenty percent over the course of a forty-year career."' The level of administrative costs varies with the range of investment options and the level of services provided. 2 An actively managed portfolio with full services of the sort offered by many mutual funds might well incur annual administrative costs of over one percent of asset value, while comparable costs for a passively managed index fund with fewer services might be less than one-third of one percent. 3 Thus, one way to control administrative costs would be to offer a narrow choice of investment vehicles with limited services, though such an approach might fail to satisfy participants familiar with high-end products and services available on the open market.' Furthermore, it is not clear that the increased administrative costs associated with actively managed accounts would be offset by higher investment returns. 3 5 31. See Diamond, supra note 4, at 54. 32. See GAO, ADMINISTRATIVE COSTS, supra note 30, at 26 (noting that "[i]ndividual account structures with lower administrative costs are often associated with more restricted investment choices and more centralized management, while increasing individual choice and decentralizing the management structure could result in increased costs").
33. See Mitchell, supra note 20, at 427-29; see also GAO, ADMINISTRATIVE COSTS, supra note 30, at 3, 14-15 (estimating annual administrative costs ranging from around 0.1% for centralized system with limited investment choices and services to 2% or 3% for decentralized system with more extensive investment choices and services); Estelle James et al., Mutual Funds and Institutional Investments: What Is the Most Efficient Way to Set Up Individual Accounts in a Social Security System?, in ADMINISTRATIVE ASPECTS, supra note 22, at 120 (estimating that asset management costs in system of "constrained choice" could be kept at or below 0.65% of asset value); Sylvester J. Schieber & John B. Shoven, Administering a CostEffective National Program ofPersonalSecurityAccountr, inADMNISTRATIVEASPECTS, supra note 22, at 56 tbL 2A (showing total administrative fees charged by selected large mutual fund companies in 1998 ranging from 0.19% to 0.77% of asset value).
34. See Peter Diamond, Administrative Costs and Equilibrium Charges with Individual Accounts, in ADMINISTRATIVE ASPECTS, supra note 22, at 146 (noting that "a critical question is what level of services would be a political equilibrium").
35. See GAO, ADMINISTRATIVNE COSTS, supra note 30, at 24 (notingthat"[m]any actively managed investment options have not been able to generate higher returns than broad market indexes"); James et al., supra note 33, at 111 (noting that "[i]f higher costs led to higher returns, they would be worth incurring. However, a large literature indicates that this is not the case .. . High administrative costs would be especially burdensome for small accounts. For a worker who earns an average wage and retires at the normal retirement age after a full career, the accumulated balance in a personal account is likely to be relatively modest. 3 6 One way to mitigate this problem would be to calculate administrative costs for all accounts based on a uniform percentage of assef value, thereby cross-subsidizing small accounts." Alternatively, it might be possible to impose a cap on administrative costs, though enforcement of such a cap might prove difficult.s
As an example of a low-cost, "no-frills" retirement plan, consider the Thrift Savings Plan (TSP), a defined contribution plan for federal employees. 39 The TSP is administered by the Federal Retirement Thrift Investment Board, an independent federal agency. Contributions are collected through payroll deductions and held in trust for participants. Individual participants allocate their contributions within a limited range of passive index funds that are managed by private investment managers selected in a competitive bidding process. 0 The TSP demonstrates that a retirement system with personal accounts can achieve substantial diversification at a low administrative cost. 4 Some that constraints on investment choices are predicated on assumption "that the judgement of many workers about the relationship between fund performance and fees is imperfect, and that cost saving, which is certain, shold take precedence over workers' expectations about returns, which are highly uncertain, in a mandatory scheme").
36.
Assuming annual contributions equal to two percent ofwages and annual administrative costs equal to 0.1% of asset value, an average-wage male worker born in 1984 who retires at the end of a forty-five-year career may expect to accumulate an account balance of $125,430 (in 1998 dollars). See GAO, ADMSISTRATIVE CosTs, supra note 30, at 22-23. If annual administrative costs rise to two percent, the expected balance drops to $75,995. See iaE at 23.
37. See PANEL ON PRIVATZATION, supra note 15, at 65. Alternatively, the government could provide an explicit subsidy for small accounts in the form of "matching contributions" for low earners; because it would render redistribution more transparent, this approach might prove politically less palatable than a schedule of uniform charges based on asset value. See id.; see also Goldberg & Graetz, supra note 22, at 22 (suggesting that portion of administrative costs might be financed from general revenues). 38. SeeHowellE.Jackson,DiscussioninFRAMINGTBESocIALSEcunr1YDEBATEsupra note 2, at 329, 342; Schieber & Shoven, supra note 33, at 65 (suggesting that management fees be capped at one percent of asset value "or some other reasonable level").
See 5 U.S.C. § § 8431-8440e (1994) (establishing Thrift Savings Plan).
40. The TSP currently offers its participants a choice of the following three index investment funds: a government securities fund, a common stock fund, and a fixed income fund. See
FED. RET. TBRIT INV. BD., THRIFT SAVINGS PLAN: GUIDE TO TSP INvESTMENTS 2-3 (1998);
GAO, IMPLEMENTATION ISSUES, supra note 13, at 25. Recently, the TSP's investment board announced plans to add the following two additional funds: a small capitalization fund and an international stock fund. See GAO, IMPLEMENTATION ISSUES, supra note 13, at 34. 41 . See Mitchell, supra note 20, at 439 (citing TSP as example of "scale economies feasible in a centrally managed, large defined-contribution pension plan that restricts its investment choices to a very small set of indexes"). By one estimate, the annual administrative costs observers, however, point out that the TSP is a special case and doubt whether its success can be replicated in a comprehensive national retirement system.
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In part, the TSP functions well because it is essentially a single-employer plan with ready access to centralized recordkeeping and services. The federal government, as employer and plan sponsor, distributes forms and other materials, educates employees about investment choices, and ensures timely and accurate transmission of information concerning payroll deductions and other matters. 43 In addition, TSP participants tend to be older, change jobs less frequently, and earn higher average wages than the general work force covered by Social Security.' Finally, interms ofthe number ofaccounts and aggregate asset value, the TSP does not approach the size of a national system. 45 Most privatization proposals contemplate a single set of investment options -either broad or narrow -for all participants. It would be possible, however, to design a hybrid system with two tiers, such as a basic, low-cost tier offering a limited range of passively managed index funds, coupled with a supplemental tier offering a broader range of actively managed investment options and services at a correspondingly higher cost. 46 The constrained basic tier would meet the needs of participants seeking a low-cost investment vehicle with limited options and few services, while the more flexible supplemental tier would allow participants, at their own expense, to pursue investment strategies more closely tailored to their own risk and return preferences. Arguably, a two-tier approach might balance competing objectives and concerns more effectively than any single set of investment options. 47 Moreover, a two-tier arrangement could encourage financial intermediaries to compete of a similar system for workers covered by social security would be around 0.2-0.3% of asset value. See id. at 448; cf. Goldberg & Graetz, supra note 22, at 21 (estimating annual administrative costs at 0.3-0.5% of asset value).
42. See Francis Y. Cavanaugh, Discussion, in FRAMING THE SOCIAL SECURTY DEBATE, supra note 2, at 319, 323 (arguing that TSP demonstrates feasibility of centralized trust fund investment but is "not a proper model for individual investment accounts in the Social Security program").
43. See GAO, ADMINIsTRATIVE COSTs, supra note 30, at 7 n.10 (noting that separate government agency "provides detailed recordkeeping and software development and maintains an office to provide service to participants"); Cavanaugh, supra note 42, at 524-25.
44. See GAO, ADMINISTRATIVE COSTS, supra note 30, at 17. 45. In 1995, the TSP had around two million participants and around $36 billion in assets. See Mitchell, supra note 20, at 439 & 441 tbL 10.13.
46. Alternatively, all participants might initially be assigned to the basic tier until their account balances reached a certain level and then be permitted to move into the supplemental tier. See GAO, MPLIEMENTATION ISSUES, supra note 13, at 35.
See
Goldberg & Graetz, supra note 22, at 25-26 (arguing that two-tier approach might help to keep costs low to reduce "marketing abuses," and to mitigate "pressure to impose detailed regulations"); see also John B. ShovenIntroduction, in ADMIIsTRATiVEASPECTS, supra note 22, at 3 (suggesting that basic government-sponsored plan would "discipline the privatesector offerings").
for large accounts by offering abroad range ofsophisticated investment options and services. 4 In a two-tier system, the question arises whether participants should be required to maintain a specified account balance in the basic tier before becoming eligible to invest in the supplemental tier. Such a requirement would encourage participants to hold some minimum level of assets in relatively safe investment vehicles and would limit the availability of more aggressive risk-taking to those who could afford to sustain substantial losses. Thus, a mandatory basic tier would guard against excessively risky investment behavior as well as the related problem of a potential government bail-out for participants with poor investment outcomes. 49 As a practical matter, however, a two-tier system might generate new pressures that could undermine the long-term stability of the system. If the basic tier were mandatory up to a specified account balance, the system would be open to criticism on the ground that it would create two classes ofparticipants. Those with large accounts would have access to the supplemental tier with its higher level of services; they might also earn higher returns associated with riskier investments or superior management. Participants with small accounts would be relegated to the basic tier with its constrained investment options and more limited services; they might receive lower investment returns, albeit with less risk. As a result, there might be considerable pressure to relax orto eliminate restrictions on access to the supplemental tier. Support for a mandatory basic tier could further be eroded by the widespread tendency to underestimate the level of assets needed to provide an adequate stream of retirement income.
50
If the supplemental tier became freely available to all participants, the basic tier might eventually function simply as a default setting for participants who fail to select a different investment option. There would be no assurance, however, that those who opt out of the basic tier would be better off as a result. Ultimately, the goal of ensuring some minimally adequate level of retirement income for all participants may require mandatory constraints on investment options for all personal accounts, regardless of size. If some participants wishto pursue igh-risk investment strategies with their own nonretirement assets, they would be able to do so without increasing the cost of the national retirement system. 48 . See ADvIsoRY CouNCIL REPORT, supra note 3, at 73 (predicting "explosion of marketing efforts" as result ofprivatization).
49. See infra notes 83-93 and accompanying text (discussing government guarantees).
See Hugh Heclo, A Political Science Perspective on Social Security Reform, in
FRAMING TE SOCIAL SECURrY DEBATE, supra note 2, at 65, 85 & n.12 (noting that "wealth illusion" may cause individuals systematically to underestimate level of saving needed to fund retirement).
Regulatory Response
Although offering a broad range of investment options would maximize individual choice, it might also create a need for increased government regulation to monitor financial intermediaries and to protect individual participants. Under some proposals, various types of financial intermediariesincluding banks, insurance companies, investment companies, and perhaps registered broker-dealers -would be eligible to manage personal accounts. 5 Identifying and monitoring such a large number of diverse financial intermediaries would pose a daunting regulatory challenge. In response, it might be possible to designate a limited number of qualified providers with strong capitalization and compliance records. 5 2 Limiting entry might well provoke opposition from excluded providers. More importantly, however, it would narrow the scope of the problem without addressing the fundamental issues of oversight and enforcement for qualified providers.
One possible approach would be to build on existing regulatory systems to implement separate standards for each type of financial intermediary (e.g., banks, insurance companies, investment companies). This "functional" approach, however, would generate a motley patchwork of different standards and structures for various types of providers. 5 " To ensure more uniform and consistent standards, it might be preferable to enact overarching legislation, administered by one or more federal agencies, applicable to all providers acting as managers of personal accounts. 4 If individual participants are to assume responsibility for making choices that affect their retirement income security, they must have at least a rudimen-
51.
Cf ERISA § 3(38), 29 U.S.C. § 1002(38) (1994) (requiring that "investment manager" responsible for managing plan assets must be bank, insurance company, or investment adviser registered under Investment Advisors Act of 1940).
52. The number of qualified providers might be limited, at least initially, to no more than fifty. See Jackson, supra note 38, at 341 (noting that limiting number of qualified providers would "ease supervision and reduce the likelihood of compliance problems"). The. optimal number and range of qualified providers might increase over time with the growth of assets in the system. See James et al., supra note 33, at 118 (noting that entry might initially be limited to firms offering passive index funds selected through competitive bidding process and later opened up to active managers who agreed to operate within specified cost constraints); see also 
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tary understanding of basic financial concepts, investment strategies, and goals of retirement saving." At present, however, "most Americans know little about managing personal finances and their choices reflect this ignorace. " 56 Accordingly, a massive campaign of investor education would be necessary to achieve even a minimally adequate level of financial literacy. The wider the range of available investnmnt options, the greater the need for investor education concerning risk and return characteristics of particular types of investments and the role of diversification. 57 In a system with a broad range of investment options, increased competition among qualified providers also might require special measures to protect participants from fraud." It remains unclear how the need for investor education would be met and who would bear the costs. 59 Furthermore, while efforts at investor education might be helpful, their efficacy cannot be guaranteed.6
To mitigate the risk of harm to individual participants from inappropriate investment decisions, it might be necessary to impose a fiduciary duty on qualified providers to steer participants toward "suitable" investment options.
6 '
55. See GAO, CAP1rALMAR S, supra note 12, at 50-63 (discussing need for investor education).
B. Douglas Bernheim, Financial Illiteracy, Education, and Retirement Saving, in IriNGWrHDEFN
CONTRBUnioNPENsIoNs: RENMAmGRESPONSIBuYORRETRmENT 38, 43 (Olivia S. Mtchell & Sylvester J. Schieber eds., 1998); see also GAO, CAPITAL MAR-KETS, .pra note 12, at 59 (reporting that "over half of allAmericans do not knowthe difference between a stock and a bond," and less than half of mutual fund investors correctly understand purpose of diversification).
57.
See GAO, CAPITAL MARKETS, supra note 12, at 60-63.
58.
See id, at 61 (noting that broad range of investment options would provide "opportunities for fraud and sales practice abuses"); see also James et al., supra note 33, at 119 (noting that "while information is imparted by marketing, investment companies and brokers have a clear incentive to impart misleading information").
59. See GAO, ADMSTRATrvE COSTS, supra note 30, at 22 (noting that government, employers, and investment managers might each bear some responsibilities and costs, depending on system design); see also Schieber & Shoven, supra note 33, at 55 (noting that "giving workers control or an active role in the investment of their retirement savings is likely to spur... more financial education"). Here, the fiduciary standards of ERISA could serve as a useful starting point. 62 ERISA gives employers a strong incentive to provide investor education in order to meet their fiduciary duties. 63 Under a safe harbor for "self-directed" accounts, however, a plan sponsor can avoid liability for losses arising from poor investment decisions by giving participants control over their own accounts.' To come within the safe harbor, the plan must offer participants a choice of at least three alternative investment options consisting of diversified funds with materially different risk and return features. 65 Participants also must receive adequate information concerning the risk and return characteristics and investment objectives of the available options. 66 Within these general parameters, participants enjoy considerable latitude in allocating their account balances among particular funds. 67 Imposing fiduciary duties may mitigate investment risks for individual participants. However, such regulation may prove quite costly and may dampen competition among qualified providers. 6 66. See GAO, CAPrrAL MARKETS, supra note 12, at 52-53 (describing disclosure rules). 67. For example, an employee may choose to direct investments to a specific investment category within a diversified pool (e.g., small capitalization stocks or international stocks). See
Pozen & Kimpel, supra note 24, at 374.
68.
See GAO, ImIBMiENTATION ISSUES, supra note 13, at29 (noting that in Chile, "fund managers tend to hold portfolios of assets that are similar to the ones held by their competitors," thereby limiting "the variety of choice and earnings potential of the privately managed funds"). more costly and intrusive than direct constraints on the available investment options. 69 
Investment Risk
A broad range of investment options increases the risk that some participants will have inadequate savings at retirement. Some participants may receive relatively low returns as a result of conservative investment decisions, while others may incur large losses due to excessive risk-taking. Even if markets perform well over the long term, different cohorts may earn dramatically different returns due to market fluctuations. 70 Those who happen to retire when the market has soared to new heights (or dived to new depths) would find themselves locked into unexpectedly high (or low) levels of income during retirement. 71 As a result of poor investint decisions or simple bad luck, some individuals would undoubtedly end up with inadequate balances in their personal accounts at retirement.
Allocation of investment assets is likely to play a crucial role in determining the adequacy of retirement income. Despite the shift toward increased individual responsibility in 401(k) plans, there is little consensus concerning how well individual 401(k) participants manage their portfolios. Many observers have expressed concern that 401(k) participants are likely to wind up with inadequate retirement savings becanse of excessively conservative investments or lack of adequate diversification. 72 Influenced perhaps by the recent stock market boom, however, participants have invested an increasing percentage of their 401(k) assets in equities. 3 Some observers warn that 69. See Jackson, supra note 38, at 345 ("As a practical matter, the more... constraints one imposes, the more sensible it would be to rely on an individual account-style approach where the government itself provides the investment choices."); see also Demographic and socioeconomic factors may also play an important role in influencing asset allocation. For example, to the extentthat wealthier households tend to have higher risk tolerance than poorer households, broad investment options may exacerbate existing wealth discrepancies. 79 Similarly, 78. See UCCELLO, supra note 77, at 5; see also Gregory, supra note 17, at 324 (noting uncertainty as to whether participants would be "more aggressive" or "more risk-adverse" in their investment choices).
79. See Bajtelsmit & VanDerhei, supra note 72, at 55. For some individuals, particularly those with lower incomes, the "potential disutility from losing even a small amount of value in evidence that women tend to invest more conservatively than men may imply gender disparities in retirement income. ' While income and education appear to be better predictors of investment behavior than race, some observers express concern that minorities may tend to choose investments with relatively low levels of risk and correspondingly low returns. 8 ' Thus, differences in risk preferences, combined with the trend toward greater individual investment responsibility, may translate into lower retirement income for those groups most "at risk," including low-income workers, women, and minorities. pants would have to earn extremely high returns to outperform social security in the near term. Thus, the principal effect of such Social Security guarantees may be to infuse general revenues into the existing system while offering a lucrative new source of business for the mutual fund industry.s From the perspective ofthe individual participant, Social Security guarantees combined with personal accounts have the effect of altering the composition of benefits." 6 If expected stock market returns are realized, an increasing proportion of retirement benefits would be funded from personal accounts over time. Substituting personal account benefits for Social Security benefits, particularly among high and moderate earners, might eventually weaken support for the existing collective defined benefit systemYr Perhaps the greater risk is that expected market returns could fail to materialize and the cost of residual government guarantees could exceed unfunded liabilities under the existing system.s' The government might come under considerable pressure to reduce such guarantees to avoid shifting the risk of lower-than-expected returns to younger and future workers in the form of higher taxes. 9 Government guarantees to compensate individual losses may encourage excessive risk taking.' This problem could be reduced by having the government guarantee only the return on a "standardized" portfolio -e.g., the return 85. Under theArcher-Shaw plan, contributions to personal accounts would be funded from general revenues (based on a combination of projected budget surpluses and additional borrowing) through an annual income tax credit equal to two percent of covered payroll. See Lyon & Stell, supra note 84, at 477.
86. See id. at 498 (noting that "the total benefit remains the same, but the composition would change to include the private account annuity"). 90. A government guarantee would effectively increase the expected return from risky investments. See STAFF OF JOINT CoMM. ON TAXATION, ANALYSIS OF IssuEs RELATmNG TO SocLAL SECURrr PmRVATEAccOUNTs 61-62 (JCX-14-99) (1999) (noting that in extreme case, "the risky investment actually has no downside risk, since the government will make up all the losses").
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that an individual participant would have earned by investing in a broadly diversified equity index and corporate bond fund? 1 Individual participants would thus bear the risk of deviating from the standardized portfolio. This approach is problematic, however, because it ignores the risks inherent in the standardized portfolio. Assumptions concerning historical real rates of return on equities may prove unduly optimistic, especially given current high stock market valuations and projected low rates of economic growth.' As a practical matter, combining a guarantee of existing Social Security benefits with personal accounts is unlikely to prove sustainable. 3 The reluctance of privatization proponents to address explicitly the cost of government guarantees may reflect the political controversy surrounding this issue.
Political Risk
In theory, the benefits of a diversified investment portfolio could be achieved either through a centralized trust fund administered directly by the government? 4 or through a decentralized system of personal accounts controlled by individual participants. A centralized trust fund poses the political risk that accumulated funds may be used to mask deficits in the rest of the federal budget. An important function of personal accounts, according to proponents, is that they put retirement funds beyond the reach of the government and thereby remove the temptation to use those funds to finance deficit spending? 5 In one sense, then, personal accounts may be viewed as a form of public fiscal discipline. 
93.
See supra notes 86-89 and accompanying text (discussing government guarantees). A more realistic outcome might be a minimum floor of guaranteed benefits that would provide a safety net for those who would otherwise be near the poverty level. See ADVISORY COUNCIL REPORT, supra note 3, at 30-31 (describing flat benefit under PSA plan).
94. See ADVISORY COUNCIL REPORT, supra note 3, at 25-27 (proposing retention of existing Social Security system, with up to forty percent of trust funds eventually to be invested in stock market).
. 95. See Manger, supra note 6, at 796 (suggesting that "if political constraints make it impossible to prefund in government accounts, then prefunding in private accounts would be a viable option").
Shifting control of funds from the government to individual participants, however, may replace one type of political risk with another. To the extent that participants view their personal accounts as merely another form of taxfavored private savings, they may expect to be able to tap into those savings for specified purposes (e.g., to purchase a home, finance an education, or pay medical expenses) prior to retirement, as is presently allowed in the case of 401(k) plans.' The problem would be especially acute in a two-tier system because considerations of fairness would make it difficult to maintain restrictions on access to the basic tier (when the reasons for such restrictions would be strongest), while providing more lenient treatment for the supplemental tier. 7 Even if early access were allowed initially only in cases of hardship, it might prove politically impossible to resist demands for more general early access.' Failure to maintain restrictions on early access could compromise the financial security of individual participants and would seriously undermine the viability of a universal system of mandatory retirement savings. 9 Another type of political risk arises from the possibility of government interference in capital markets. In the case of a centralized system administered by the government, one concern is that the government might seek to influence corporate decision-making through the exercise of stock voting rights. This concern could be addressed by prohibiting the exercise of voting rights with respect to government-held stocke° or by specifying fiduciary PRIVATIZING SOCIAL SECURTY4 standards to ensure that voting rights be exercised solely to maximize share values."' A related and more serious concern is that the government might use investment decisions as a means to reward (or to punish) certain firms or industries or as a means to advance (or to impede) certain fiscal, social, or foreign policy agendas."°I n this respect, as in other matters ofinvestment management, the experience with the TSP is illuminating. The TSP appears to have been successful in administering funds based solely on criteria of risk and return without regard to extraneous considerations."ca Observers often attribute the TSP's success to the following combination of institutional safeguards: an independent board, a strategy of investing in passively managed index funds, and a strong commitment to political non-intervention.104 It is not clear, however, whether the TSP's experience could be extrapolated to a much larger scale.
The sheer size ofthe funds involved might make government interference both politically more tempting and financially more threatening." 5
In response to proponents of a system modeled on the TSP, critics point to the activities of state and local pension plans. Managers of such plans are sometimes perceived as pursuing politically-motivated investment strategies at the expense of optimal returns.-6 ' While managers of some state and local also PANEL ONP IVATIZATION, supra note 15, at 22 (recommending that trust fund investment be limited to between five and ten percent of stock of any single company).
101.
See Angelis, supra note 100, at 307 (noting that under TSP, private managers exercise voting rights to maximize investment returns). Allowing investment managers to vote fund shares might also address the concern that large-scale passive investment would undercut the role of shareholder activism in monitoring corporate governance. pension plans have undoubtedly engaged in such behavior, other observers take a more optimistic view, noting the "limited extent to which social or political considerations affect the performance of state and local pension fimds.' '1°7
The risk of political interference in stock investments cannot be eliminated entirely. Even the strongest safeguards would remain subject to the political risk of revision or repeal by subsequent legislation, and the government can always influence corporate behavior through direct regulation. By comparison, the potential economic harm from government interference through selection of investment managers or portfolio choices is likely to be relatively attenuated. Even a decentralized system of personal accounts would not necessarily be immune from government control."° Tax incentives and penalties, as well as rules governing the treatment of accumulations and withdrawals, could be used by the government to influence the investment behavior of individual participants. These measures might prove politically controversial, although perhaps no more so than an attempt to dismantle institutional investment safeguards. Ultimately, assessing the risk of government interference is "a matter of political prediction and, as such, inherently debatable."'"
C. Annuitization
The current defined benefit system protects beneficiaries against the risk of outliving their retirement resources by providing inflation-adjusted, mandatory annuities. By contrast, a defined contribution system would raise issues concerning how much choice individuals should have in structuring withdrawal of their personal accounts. Left to their own devices, it is unclear whether individuals would choose an adequate level of annuitization. The existing annuity market is extremely thin, due in part to problems of adverse selection, and the cost of annuities tends to be correspondingly high compared to the stream of annuity payments." 0 Voluntary amuitization would exacer- 
PRATIZING SOCIAL SECURITY
bate problems of adverse selection and potentially place at risk long-lived individuals with the greatest need for annutization. Just as some form of mandatory savings is considered desirable to ensure an adequate level of resources at retirement, some level of mandatory annuitization may be desirable to ensure an adequate level of income through the retirement period.
A centralized system of personal accounts administered by the government might offer a low-cost means of providing mandatory annuities. Indeed, some form of government-sponsored annuities may be necessary for participants with small accounts because annuitizing large numbers of such accounts could prove uneconomical for private insurers."' The simplest alternative would make use of the existing system to annuitize personal accounts. 2 Upon retirement, individual participants would transfer the balance in their accounts to the Social Security Administration in exchange for additional annuity benefits based on the value of their accounts. The government would set the annuity amount by reference to the account balance and would accordingly bear the associated investment and mortality risks. Retired workers would receive a single monthly check reflecting the annuitized benefit from their personal accounts and the adjusted amount of their residual Social Security benefits.
Alternatively, the government could retain responsibility for processing benefit payments, but contract with private providers to offer annuities on a group basis."' Such contracting out might be considered desirable because it would shift investment and mortality risks to the providers in the private sector. The use of private providers would also minimize the danger that the government might underprice annuities for current retirees and potentially shift some of the annuity risk to taxpayers generally." 4 Even under a system of privately provided annuities, however, the government would presumably continue to bear the residual risk that private providers would be unable to satisfy their annuity payment obligations. 1 5 Without relatively tight supervision and regulation of providers, however, it would be impossible for the government to limit its potential liabilities. 6 Allowing participants to purchase annuities from private providers would permit greater flexibility of payout options. ' Because the total administrative costs for annuities purchased in the private market could be quite highas much as fifteen percent of the purchase price 8 -a default system of government-sponsored annuities might be essential unless the annuity market could be made significantly more efficient. Although higher administrative costs would be borne directly by individual participants purchasing annuities from private providers, there might still be a need for government regulation to mitigate adverse selection and risk segmentation. 9 Thus, the government might still play a significant role in ensuring that private annuity markets operated efficiently and fhirly. Although mandatory annuitization would help to reduce costs, it would also redistribute costs from shorter-lived to longer-lived groups. For example, sex-neutral mortality rates would favor women over men, on average.
1 20 An- 119. See Goldberg & Graetz, supra note 22, at 13 (suggesting that private annuity providers "be required to provide all-comers annuities at the same age-based price"); Poterba & Warshawsky, supra note 110, at 179 (noting that system of personal accounts, coupled with mandatory annuitization, would "reduce adverse selection, although it would not eliminate it entirely because individuals would still presumably be allowed choices among annuity options and the age of settlement").
120. See GAO, ANNUis, supra note 111, at 15-16 (noting clear sex-based differences in mortality rates as well as potential correlation of mortality rates with "differences in income, race, education, and marital status"). The individual annuities market is not generally subject to mandatory use of unisex mortality tables. See ia The effect of differential mortality rates could be reduced by permitting purchase of a "life with term-certain" annuity. See id. at 17. nuity choices also raise sensitive issues concerning allocation of resources within the family. The existing system provides spousal and survivor benefits without any reduction inthe primary worker's annuity. Because these benefits would not be replihcted by a system of private annuities, it would be necessary to consider carefully the implications of expanded choice on the economic welfare of particularly vulnerable groups. In the case of married couples, mandatory annuities could contain ajoint-and-survivor feature to avoid exacerbating the risk of poverty for widows in old age."'
The shift from the existing defined benefit system to a defined contribution system would also introduce new financial risks for participants. Depending on when an annuity is purchased, participants with identical personal account balances could receive significantly different annuity payments due to interest rate fluctuations." z Some mechanism would be needed to mitigate the effect of changing interest rates, such as permitting retirees to purchase annuities in installments over several years.
Some proponents of privatization suggest that problems with the private annuities market can be managed by allowing participants to purchase variable rather than fixed annuities from the same qualified providers who managed their personal accounts prior to retirement." Variable annuities are attractive because they would permit continued investment of personal accounts in the equities market, earning relatively high returns even after retirement. While variable annuities would maximize the expected return from personal accounts and might provide a hedge against inflation,' 2 4 they would also increase the overall financial risk. Depending on the performance ofthe underlying investment portfolio, returns from variable annuities could fluctuate significantly from one year to the next.
Relying on variable annuities to produce the appropriate overall level of annuitization seems impractical. A series of poor investment returns would erode substantially the value of such annuities, exposing participants to the risk of inadequate retirement income or inflating the cost of residual government guarantees." n Projections based onthe assumption that participants will purchase variable annuities at retirement understate the real cost of annuitization. If annuities were fixed in amount, the annuity provider could be expected to reduce its risks by investing in assets weighted more toward fixedincome assets than toward equities. 126 By analogy to variable annuities, programmed withdrawals also would pose substantial risks in terms of ensuring a steady stream of real annuity benefits.'" .
Mandatory annuitization is in tension with the view of personal accounts as an accumulation of unrestricted personal wealth rather than an earmarked source of retirement income." While some privatization proposals reject annitization altogether,'2 9 others attempt to "shrink" the required level of annuities to provide enhanced opportunities for bequests 1 3 One such proposal anticipates that the most "generous" option -allowing bequests equal to the remaining actuarial value of a participant's personal account -would reduce the overall level of annuities by approximately twenty-nine percent. 3 Encouraging a higher level of bequests would seem sensible as a policy matter only ifpersonal accounts are viewed essentially as simply another form oftaxfavored savings. 3 2
I. Conclusion
Although any proposal to privatize all or part of the Social Security system raises significant administrative issues, the implementation of personal accounts does not appear to present insurmountable practical obstacles. It is important, however, to understand that the federal government would undoubtedly play a substantial and continuing role, even in a privatized system. Some functions, such as collecting contributions and transmitting them to personal accounts, might readily be ceded to the government in the absence of competition from the private sector. Other functions, however, such as defining investment and withdrawal options and monitoring financial service providers, are likely to prove more controversial. A move in the direction of a privatized system would inevitably require a tradeoff between competing goals. On the one hand, the principal rationale for personal accounts is to give individual participants more control over their own funds and, as a corollary, to remove those funds from the reach of the government. On the other hand, any viable system of mandatory retirement saving must equip individual participants to make responsible and informed investment decisions and must also provide safeguards against fraud.
A centralized system modeled on the TSP could balance these goals by offering participants a relatively narrow range of investment and withdrawal options with correspondingly low administrative costs and limited risks. Alternatively, a decentralized system could offer a broader range of options coupled with higher costs and greater risks. Ultimately, the choice between these approaches reflects controversial judgments about values and politics, as does the broader debate over the direction of Social Security reform.' 3 3 Some may perceive a centralized system as imposing unnecessary constraints on individual choice and unacceptable risks of government interference in private markets. Even proponents of a decentralized system with enhanced individual choice, however, may find a basic low-cost plan desirable as a default option. A two-tier system, combining a basic low-cost plan with more flexible supplemental options, might balance competing goals while mitigating the need for intrusive government regulation. Even in a two-tier system, however, it may be necessary to limit available options in order to protect individual participants and to preserve the integrity of the system.
A system of personal accounts is often viewed as providing benefits not available under the existing Social Security system. These benefits include potentially higher returns, expanded investment choices, greater individual equity, and long-run increases in national savings and productivity as a result of switching from a pay-as-you-go system to an advance-funded system. Whether these benefits can actually be achieved is likely to depend crucially on details of structure and implementation. In designing a system of personal accounts, it is imperative that the inevitable tradeoffs be carefully considered at the outset and not left to be resolved at some indefinite fixture time. Only when administrative issues have been squarely confronted will it be possible to make a balanced assessment of the potential benefits relative to the risks and costs of personal accounts.
